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TAX EXEMPT ORGANIZATIONS AND UNRELATED
DEBT FINANCED INCOME: DOES
THE PROBLEM PERSIST?

MARK LARSON*

I. INTRODUCTION
Exempt organizations have existed since at least 1601.1 In the
United States they have received favored status since 1894.2
Although no clear explanation exists to indicate the reasons for
foregoing the tax revenue that could be generated by such
organizations, it appears that the trade-off is based on a reduction
of the need for appropriations to fund charitable causes. In other
words, the tax loss to the public treasury is more than made up by
the savings realized when exempt organizations use their funds for
3
public benefit.
The high regard for tax exempts led to their being treated as
near demigods insofar as the methods used by the organizations to
raise funds. From the 1920s until the 1950s, the government was
*B.A., University of North Dakota, Grand Forks, North Dakota, 1976; J.D., University of
North Dakota, 1979; Master of Accountancy, University of North Dakota, 1985; formerly Director
of Central Legal Research, University of North Dakota School of Law; currently employed by Eide,
Helmeke & Co., Minot, North Dakota.
1.Bittker & Rahdert, The Exemption of Nonprofit OrganizationsfromFederal Income Taxation, 85 YALE
L.J. 299, 301 (1976). The authors note that the charitable organization was first recognized in
Britain. Id.
2. Id. The authors state that "most of today's exemptions from income taxation date from the
Revenue Act of 1894 and were reenacted in the corporation income tax of 1909 and the Revenue Act
of 1913." Id. (footnotes omitted).
3. Comment, Taxation Unrelated Business Income - Eighth Circuit Disregards CompetitiveNoncompetitive Distinction in Taxing Bingo Games - ClarenceLa Belle Post No. 217, VFW v.United States,
12 CREIGHTON L. REV. 1351, 1354(1979).
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unsuccessful in its attempts to limit the trend of tax exempts to raise
funds through the operation of business enterprises. 4 An ever
greater number of organizations became involved in the ownership
or operation of enterprises that competed directly with private
business. Exempt organizations were operating businesses that
included wineries, bathing beaches, and the largest noodle
manufacturer in the United States. 5 By 1950, Congress determined
that the scope of the exempts' activities had gone too far.
Congress reacted by passing a tax on unrelated business
taxable income (UBTI). 6 In essence, the UBTI was designed to
remove the exemption for income that a tax exempt organization
derived from the operation of income-producing enterprises
normally conducted by the private sector.7 The purpose in the
UBTI was twofold: "(1) to eliminate unfair competition between
tax-free exempt organizations and taxed organizations, and (2) to
8
slow the drain of federal tax revenues. "
Although Congress was successful in stemming blatant
infringement on private enterprise by tax exempts, no provision
was made in the UBTI for income derived from passive sources
such as dividends and interest. 9 The effect of this congressional
oversight led to the broadening in 1969 of the scope of section 514
of the Internal Revenue Code. 10 The purpose of the new enactment
4.Id. at 1354-56.
5. Id. As a result of a decision in Roche's Beach, Inc. v. Commissioner, a doctrine was
established whereby feeder corporations, i.e., corporations that paid profits to the exempt
organization which owned and operated the feeder, were granted the same exemption as their
exempt owners. Id. at 1355-57. See Roche's Beach, Inc. v. Commissioner, 96 F.2d 776, 778 (2d Cir.
1938). The theory for extending the exemption to the feeder, called the destination of income test,
was that no real difference existed between an exempt that ran the business itself and an exempt that
owned a feeder which ran the business. Comment, supra note 3, at 1355-57. See Comment, The
Macaroni Monopoly: The Developing Concept of UnrelatedBusiness Income of Exempt Organizations, 81 HARV.
L. REv. 1280 (1968). See also Trinidad v. Sagranda Orden de Predicadores, 263 U.S. 578, 581-82
(1924); C. F. Mueller Co. v. Commissioner, 190 F.2d 120 (3d Cir. 1951).
6. Revenue Act of 1950, ch. 994, §§ 301, 331, 64 Stat. 947, 957 (current version at I.R.C. 5§
501-514 (1982)).
7.See I.R.C. S 511, 513 (1982).
8. Comment, supra note 3, at 1357; S. REP. No. 2375, 81st Cong., 2d Sess. _
(1950), reprinted
in 1950 U.S. CODE CONG. & AD. NEWS3053, 3081.

9. See S. REP. No. 2375, 81st Cong., 2d Sess. 3.0-31 (1950), reprinted in 1950 U.S. CODE CONG. &
AD. NEWS 3053, 3083. Report No. 2375 states as follows: "Dividends, interest, royalties, most rents,
capital gains and losses, and similar items are excluded from the base of the tax on unrelated income
because . . . they are 'passive' in character and are not likely to result in serious competition for
taxable business having similar income." Id.
10. See Tax Reform Act of 1969, Pub. L. 91-172, § 514, 83 S.tat. 543, 548. See also Bittker &
Rahdert, supra note 1, at 322. The authors note:

[I]ncome from certain leases of debt-financed property was denied the status of exempt

'passive' income and taxed as unrelated business income by the 1950 legislation,
which was expanded in 1969 to embrace a broader range of debt-financed
acquisitions, primarily on the theory that the exempt organization may be 'trading on
its exemption' by borrowing to acquire such property and using tax-free income to pay
off the debt.
Id. (footnotes omitted).
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was to plug the loophole created by the ability of tax exempts to
obtain passive income from property purchased entirely with
debt. 1 Thus, tax exempts pay income tax on businesses they
actively operate and on passive forms of income acquired with
debt.
The purpose of this Article is primarily to explain the current
status of section 514 dealing with unrelated debt-financed income
(UDFI). The main emphasis will be on the type of activities that an
exempt may operate with debt-financing. The Article will provide
an explanation of the means by which the tax is imposed and will
further demonstrate the type of income subject to the tax.
II. THE IMPETUS FOR UDFI

-CLAY

BROWN

Following the enactment of the tax on UBTI, tax exempt
organizations began to seek other methods of financing their
activities. 1 2 Because the exempt could not actively operate a
business that had no relation to the exempt purpose of the
organization other than as an income producer and maintain the'
exemption, exempts began to examine methods by which they
13
could make money through inactive involvement in businesses.
The classic example of this practice may be found in Commissioner v.
Brown. 14
In Clay Brown the Court initially noted that the tax on UBTI
did not affect sale and leaseback transactions involving a short-term
11. Id. See alsoNolan, Application of UnrelatedBusiness Income to Churches, 21 CATH. LAW. 247, 256
(1975). The author states as follows:
The true effect of these debt-financed property provisions is to make income taxable
even though it is passive in nature and otherwise excepted from operation of the
unrelated business income tax. Thus, dividends, interest, rents, royalties, annuities,
and gain from the sale or exchange of property are taxable to the extent the property
producing such income was acquired as a result of borrowing funds, directly or
indirectly....
Id.
reprinted in 1969 U.S. CODE CONG. & AD.
12. See H.R. REP. No. 413, 91st Cong., IstSess. __,
NEWS 1645, 1699.
13. Id. at 1689. The House report noted that it intended to "discourage a developing device for
trading in the tax exemption of nonprofit organizations." Id.
, 1969 U.S. CoDE
14. 380 U.S. 563 (1965). See H.R. REP. No. 413, 91st Cong., 1st Sess. __
CONG. & AD. NEwsat 1690. That report states in pertinent part:
The typical Clay Brown situation presents the following series of events: A sells an
incorporated business to B, a charitable foundation, which makes a small (or no) down
payment and agrees to pay the balance of the purchase price only out of profits to be
derived from the property. B liquidates the corporation and then leases the business
assets to C, a new corporation formed to operate the business. A . . . manages the
business for C .... C pays 80 percent of its business profits as 'rent' to B, who then
passes on 90 percent of those receipts to A. ...
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lease of five years or less.1 5 In those transactions "the exempt
organization was trading on and perhaps selling part of its
t 6 Despite the imposition of the UBTI tax and the fiveexemption. ,,
year lease provision for passive income, exempts developed
methods to circumvent the UBTI. Clay Brown was only one of many
cases in which the circumvention existed., 7
Clay Brown was the president and one of the controlling
stockholders of Clay Brown & Company, a firm that operated
sawmills and lumber businesses. 1 8 An exempt organization
approached Brown and the other shareholders and they agreed to
sell their shares of stock to the exempt organization. 19 Upon the
transfer of the stock, Clay Brown & Company liquidated its assets.
The exempt organization then leased the assets for five years to
Fortuna Sawmills, Inc., a new corporation owned by the sellers'
attorneys. 20 Fortuna paid eighty percent of its profits as rent to the
exempt, which in turn paid ninety percent of the profit to the
sellers. 2 The note to finance the purchase bore no interest and was
secured by mortgages and assignments on the assets rented to
22
Fortuna.
As part of the agreement, Clay Brown became the manager of
Fortuna and had the right to name his successor.2 3 Fortuna
operated on the same premises and employed most of the personnel
of Clay Brown & Company. 24 Four years after the sale, Fortuna
went out of business and the tax exempt sold its corporate assets in
15. Commissioner v. Brown, 380 U.S. 563, 565-66 (1965). The Clay Brown Court noted that the
1950 amendments to the Internal Revenue Code taxed "the profits earned by a charity in the
operation of a business, as well as the income from long-term leases of the business. The short-term
lease, however, of five years or less, was not affected and this fact has moulded many of the
transactions in this field since that time ...." Id. (footnotes omitted).
16. Id. at 565 (citing H.R. R'EP. No. 2319, 81st Cong., 2d Sess. 38-39, S. REP. No. 2375, 81st
Cong., 2d Sess. 31-32 (1950)).
17. Id.at 566-67 n,3. Footnote 3 to Clay Brown cited cases with factual similarities as follows:
Union Bank v.UnitedStates, 152 Ct. Cl. 426, 285 F.2d 126; Commissioner v.Johnson, 267
F.2d 382, affg Estate of Howes o.Commissioner, 30 T.C. 909; Kolkey v.Commissioner, 254
F.2d 51; Knapp Bros. Shoe Mfg. Corp. v. UnitedStates, 135 Ct. Cl. 797, 142 F. Supp. 899;
Oscar C. Stahl, P-H 1963 TC Mem. Dec. 63,201; Isis Windows, Inc., P-H 1963 TC
Mem. Dec. 63,176; Ralph M. Singer, P-H 1963 TC Mem. Dec. 63,158; Brekke v.
Commissioner, 40 T.C. 789; Royal Farms Dairy Co. v.Commissioner, 40 T.C. 172; Anderson
Dairy, Inc. v.Commissioner, 39 T.C. 1027; Estate qfHawthorne, P-H 1960 TC Mem. Dec.
60,146: Estate of Hawley, P-H 1961 TC Mem. Dec. 61,038; Ohio Furnace Co. V.
Commissioner, 25 T.C. 179; Truschel v.Commissioner, 29 T.C. 433. Some of these cases
are now pending on appeal in one or more of the courts of appeals.
Id.
18. Id. at 567.
19. Id. The sale price was "$1,300,000, payable $5,000 down from the assets of the company
and the balance within 10 years from the earnings of the company's assets." Id.
20. Id.
21. Id.
22. Id.
23. Id. at 567-68.
24. Id. at 568.
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satisfaction of the mortgages held by the sellers.2 5 Clay Brown and
the payments from the
the other shareholder-sellers had reported
26
rentals as capital gain on the sale of stock.
The Commissioner questioned Clay Brown's claim that the
payments to him were capital gain and argued that the transaction
did not constitute a legitimate sale because the exempt organization
did not assume any risk in the transaction.2 7 Thus, the sellers were
28
entirely at risk on the transaction.
In deciding the case against the Commissioner, the Court
noted that a sale should be defined under general legal principles
and not the artificial rules of the tax code. 29 In addition, the Court
noted that Congress had made specific provisions regarding the
determination of capital gains income and the treatment to be
afforded tax exempt organizations operating or purchasing
businesses.3 0 Thus, the transaction was upheld from the perspective
of the private individual rather than from the perspective of the tax
exempt.
Although decided from the taxpayer's viewpoint, Clay Brown
had an effect on the method by which exempt organizations
acquired the means of producing passive income. Throughout Clay
Brown the Commissioner argued that the exempt organization paid
a premium price for the stock. It was the Commissioner's theory
that this premium was a result of the exemption. Because the tax
exempt paid no income tax on the revenue produced by the
purchased assets, the assets produced greater net income.
Therefore, the organization could repay the debt at a rate in excess
of the rate a private taxpaying purchaser could afford, further
3
permitting the payment of a higher price. 1
Following Clay Brown, it became apparent that transactions of
25. Id.
26. Id.
27. Id. at 570. The Commissioner argued that the tax exempt "invested nothing, assumed no
independent liability for the purchase price and promised only to pay over a percentage of the
earnings ofthe company.'" Id.
28. Id. The Cummissioner based his position on an earlier revenue ruling dealing with a
transaction similar to Clay Brown. See Rev. Rul. 54-420, 1954-2 C.B. 128. In the revenue ruling, the
Service stated as follows:
Transactions of the type involved in this case present a serious question as to the
essential nature of the agreement entered into by the foundation. It is the position of
the Service that in cases of this general nature, the amounts received from the
foundation in fulfillment of the terms of the agreement will not be recognized as
proceeds from a sale requiring capital gains treatment.
1954-2 C.B. at 130. See Clay Brown, 380 U.S. at 566.
29. Clay Brown, 380 U.S. at 575.
30. Id. at 578-79.
31. See id. at 580 (Harlan, J., concurring). Justice Harlan pointed out the advantage of' the
exempt organization, stating, "The Code gives the institute [an exempt organization] a tax
exemption which makes it capable of taking a greater after-tax return from a business than could a
nontax-exempt individual or corporation." Id.
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this nature provided a means by which taxpayers converted
ordinary income to capital gains income. Furthermore, profits
from the operation of businesses were excluded from the income
tax. Since the Court clearly indicated in Clay Brown that Congress
had to resolve any discrepancies in the tax laws, it became apparent
32
that new legislation would be required to override Clay Brown.
Section 514 was Congress' answer to the "bootstrap" sales of the
type found in Clay Brown. 33 The next portion of this Article will
briefly discuss sections 511 through 51334 before explaining the
35
operation of section 514 and its application.
III. THE OPERATIVE STATUTES
Section 511 of the Internal Revenue Code imposes a tax on the
36
unrelated business taxable income of most exempt organizations.
UBTI is defined in section 512 as "the gross income derived by any
organization from any unrelated trade or business . . . regularly
carried on. "3 Section 513 defines an unrelated trade or business as
"any trade or business the conduct of which is not substantially
related . . . to the exercise or performance by such organization of

its charitable, educational, or other purpose or function
constituting the basis for its exemption. "38 The term is defined to
include "any activity which is carried on for the production of
income from the sale of goods or the performance of services."39
The term "trade or business" has a very broad scope. It is intended
to tax a wide range of activities including those that are seemingly
40
engulfed by the broader scope of truly exempt functions.
32. Id. at 579. The Court concluded its opinion by stating that Congress had considered the
problems caused by the purchase of a business by a tax exempt and had also considered payment of
the purchase price of the business from the business' earnings. Id. Noting that Congress had
addressed these problems with specific statutory provisions, the Court concluded, "[wje
consequently deem it wise to 'leave to the Congress the fashioning ofa rule which, in any event, must
have wide ramifications.' " Id. (citation omitted).
33. Horwitz, Financing Related Commercial Activities of Exempt Universitites, 55 TAXEs 457, 463
(1977). The author notes that § 514 was part of the Tax Reform Act of 1969 which "remedied the
abuse whereby a feeder or its central organization would enter into a 'bootstrap' sale and leaseback .... " Id.
34. I.R.C. § 511-513 (1982). Seealso Tax Reform Act of 1984, Pub. L. 98-369 § 511 (b) (1) (A),
(B); (b) (2), 98 Stat. 862. The amendments relate to § 512 and deal with employee benefits, a topic
not considered in this discussion. H.R. REP. No. 432, 98th Cong., 2d Sess. 1590, 1591-92 (1984),
reprinted in 1984 U.S. COnE CONG. &AD. NEws520, 521-22.
35. I.R.C. § 514(1982).
36. I.R.C. § 511 (a) (1) (1982). Section 511 (a) (2) provides for the organizations that are subject
to the tax and includes most organizations qualifying for exemptions under § 501. Furthermore, the
tax applies to state colleges or universities. I.R.C. § 511 (a) (2) (1982).
37. I.R.C. § 512 (a) (1) (1982).
38. Id. S513 (a).
39. Id. 513 (c).
40. Treas. Reg. § 1.513-1 (b) (1983). The regulation explains that sales of drugs to the public by
a hospital pharmacy, even though a miniscule part of the pharmacy's activity, would not lose their
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Therefore, sections 511 and 513 tax the income of a trade or
business actively conducted by a tax exempt.
As the preceding discussion indicates, the statute imposes a tax
on active business only. No provision is made to tax passive
income. Section 514 discourages the "purchase" of passive income
by debt-financing. In order to fully understand section 514, its
operative provisions will be explained.
Section 514 provides that a percentage of passive income
financed by debt will be subject to UBTI. The percentage is
comprised of the average acquisition indebtedness divided by the
average adjusted basis of the financed property.4 1 From the
income, the exempt organization may deduct expenses directly
connected with the debt-financed income on the same percentage as
the gross income.calculation. 42 Any depreciation must be calculated
43
on the straight line basis.

Debt-financed property means income-producing property
that is mortgaged. 44 It also includes property sold during the tax
year on which there was debt at any time during the twelve months
prior to the date of sale. 45 The term "acquisition indebtedness"

means any debt that is incurred to acquire or improve property
whether it is incurred after the acquisition or before it.4 6 Generally,
identity as an unrelated trade or business despite the fact that the pharmacy operates to supply the
needs of an exempt hospital. Id.
41. I.R.C. § 514 (a)(1) (1982). The statute provides in part as follows:
There shall be included with respect to each debt-financed property as an item of gross
income derived from unrelated trade or business [a percentage] of the total gross
income derived . . . from . . . such property as (A) the average acquisition
indebtedness . . . is of (B) the average amount . . . of the adjusted basis of such
property....
Id.
42. Id. 5514 (a) (2)-(3).
514 (a) (3). Straight-line depreciation is "depreciation of tangible property in equal
43. Id.
amounts each year" and accelerated depreciation is "a method of depreciation resulting in larger
depreciation expense deductions in the earlier years of the life of an asset than would result from
application of straightline" depreciation. R. WESTIN, LEXICON OF TAX TERMINOLOGY 3, 735 (1984)
(emphasis omitted). It appears the reason for requiring straight line depreciation is based on the
percentage figures used to calculate deductions and gross income. In the early years of a project, the
average acquisition debt will probably be quite high, thereby yielding a high percentage for
determining both income and expenses. If accelerated depreciation were permitted, the exempt may
be in a position to claim practically no income at the outset of the project. Id. at 3. Later, when the
proportion of depreciation is low in comparison to income, the percentage figure used to calculate
income and deductions will be low because of the reduction of the indebtedness. Id.
44. I.R.C. § 514 (b) (1) (1982). Section 514 (b) (1) states as follows:
[Tihe term 'debt-financed property' means any property which is held to produce
income and with respect to which there is an acquisition indebtedness . . . at any time
during the taxable year (or, if the property was disposed of during the taxable year,
with respect to which there was an acquisition indebtedness at any time during the 12month period ending with the date of such disposition).
Id.
45. Id.
46. Id. § 514 (c) (1).
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mortgages that are already placed on the property at the date of
acquisition are considered the indebtedness of the purchasing
Thus, the scope of the statute is
exempt organization. 4
exceptionally broad. Although several specific exceptions to section
514 are provided, two general exceptions permit the exempt
organization to avoid tax on UDFI: the "substantially related"
exception and the "medical clinic" exception.
When the use of the property is substantially related to the
exempt purpose of the organization, the property will not be
treated as UDFI. 4 1 Generally, when an exempt organization uses
eighty-five percent or more of the property for the exempt purpose,
it satisfies the "substantially related" test. 49 The relative
proportion of the property's use for a particular purpose is a factual
question. 50 In making the determination, the service employs the
following guidelines:
(a) A comparison of the portion of time such
property is used for exempt purposes with the total time
such property is used,
(b) A comparison of the portion of such property that
is used for exempt purposes with the portion of such
property that is used for all purposes, or
5
(c) Both the comparisons described [above] . 1
47. Id. 5 514 (c) (2) (A). Section 514(c) (2) (A) provides:
Where property (no matter how acquired) is acquired subject to a mortgage or other
similar lien, the amount of the indebtedness secured by such mortgage or lien shall be
considered as an indebtedness of the organization incurred in acquiring such property
even though the organization did not assume or agree to pay such indebtedness.
Id.
48. Treas. Reg. § 1.514 (b)-l(b) (1) (i) (1980). Section 1.514 (b)-l(b) (i) states as follows:
To the extent that the use of any property is substantially related (aside from the need
of the organization for income or funds or the use it makes of the profits derived) to the
exercise or performance by an organization of its charitable, educational, or other
purpose or function constituting its basis for exemption ..
such property shall not be
treated as "debt-financed property."
Id.
49. Id. S 1.514 (b)-1(b) (1)(ii). Section 1.514(b)-l(b) (1) (ii) provides:
If substantially all of any property is used in a manner described in subdivision (i)
of this subparagraph, such property shall not be treated as "debt-financed property."
In general, the preceding sentence shall apply if85 percent or more of the use of such
property is devoted to the organization's exempt purpose. The extent to which
property is used for a particular purpose shall be determined on the basis of all the
facts and circumstances.
Id.
50. Id.
51. Id.
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Thus, the substantially related test allows avoidance of UDFI if the
exempt is able to show that at least eighty-five percent of the time
the property is used or eighty-five percent of the property's space is
related to the exempt purpose.
In applying the substantially related test for purposes of a
medical clinic, the Code provides an additional exception. 52 This
exception states that an exempt organization satisfies the
substantially related test when it leases real property to a medical
53
clinic primarily for purposes that relate to the exempt purpose.
Although the tests applied to the medical field seem to be an
exception within the exception to UDFI, these tests can also be
used to demonstrate the application of the substantially related test
to other types of exempts.
The next portion of this discussion will rely on interpretations

of issues related to medical exempts as well as others to explain the
meaning of the substantially related test. The discussion will not
deal with specific exemptions related to federal financing, securities
54
loaned to brokers to meet the brokers' margin calls, or annuities.
IV. INTERPRETATIONS OF THE SUBSTANTIALLY
RELATED TEST
The remainder of this discussion will focus on three areas in
which the substantially related test has operated to relieve debtfinanced property of UDFI. These three types of organizations are
(1) medical facilities, (2) colleges and universities and (3)
community development organizations. Each type of organization
has. developed financing methods that permit it to incur debt
without incurring UDFI. This Article will not deal with UDFI as it
relates to employee retirement or profit sharing plans. 55
52. I.R.C. 5 514 (b)(1) (1982). Section 514(b) (I) provides:
[Slubstantially all the use of a property shall be considered to be substantialil related
to the exercise or performance by an organization of its charitable, educational, or
other purpose or function constituting the basis for its exemption under section 501 if
such property is real property subject to a lease to a medical clinic entered into
primarily for purposes which are substantially related (aside from the need of such
organization for income or funds or the use it makes of the rents derived) to the
exercise or performance by such organization of its charitable, educational, or other
purpose or function....
Id.
53, Id.
54. Id. S 514 (b) (5), (6), (8). See Stern & Sullivan, Exempt Organizations Which Lend Securities Risk
Imposition of Unrelated Business Tax, 45J. TAx 240 (1976). See also Rev. Rul. 78-88, 1978-1 C.B. 163
(organization that keeps interest from collateral posted by brokerage house for securities loan does
not have UDFI).
55. See, e.g., Elliot Knitwear Profit Sharing Plan v. Commissioner, 614 F.2d 347 (3rd Cir. 1980)
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MEDICAL FACILITIES

In Gundersen Medical Foundation v. United States56 a tax exempt
organization designed to educate resident physicians and technical
personnel and to provide continuing education facilities, leased
property to a profit-motivated medical clinic. 57 The foundation
leased real property to the clinic in a building that had been
expanded with funds acquired through a mortgage.5 8 The rent
equaled fair market value. 59 The Internal Revenue Service had
included in UDFI portions of the lease payments attributable to the
60
mortgaged property.
The Service argued that UDFI was present because the clinic
did not serve solely to benefit the exempt function of the
foundation. 6 1 The court ruled against the Service. 62 Initially, the
court recognized that the clinic paid the salaries of the staff
physicians and education director who provided services to the
foundation. 63 The foundation actively sought residents and interns
for its programs. 64 Furthermore, its educational programs and
lectures were available to the general medical community in a tri65
state area.
In their medical activities the clinic staff had two distinct types
of practice. One area involved students, 66 the other did not. 67 The
types of medical services performed in each area were
68
indistinguishable except for the presence or absence of students.
The clinic's sole purpose in conducting those medical activities that
(securities purchased on margin account constitute UDFI); Marprowear Profit-Sharing Trust v.
Commissioner, 74 U.S.T.C. 1086 (1980) (purchase of shopping mall by exempt profit sharing plan
with funds from employer constituted UDFI since no history of prepayment of plan obligations on
employer's part existed to override finding of loan to plan).
56. 536 F. Supp. 556, 556-57 (W.D. Wis. 1982).
57. Gundersen Medical Found. v. United States, 536 F. Supp. 556, 556-57 (W.D. Wis. 1982).
Although the foundation was technically classified as an educational organization, the special
exemption for medical facilities appears to cover the provision of facilities to medical clinics without
regard to the exempt purpose of the exempt. See I.R.C. S 514 (b) (1) (1982) (lease to medical clinic by
organization as part of its charitable or educational purpose meets substantially related test). Thus,
the discussion does not impinge upon the later discussion of colleges and universities.
58. 536 F. Supp. at 557. In its findings of fact the court noted that "a mortgage on the
Foundation's real property [secured]" a loan used to expand a buildingthousing the clinic. Id.
59. Id. The court found "It]he funds generated by the rental payments, after payment of
expenses for the equipment and the mortgage, are used to support the Foundation's educational and
research programs, and the payment of stipends to residents and interns. " Id.
60. Id. These portions were percentages ranging from 80.43% to 78% of the rental income of
the five years in suit. Id. at 557, 560 n.2.
61. Id. at 557.
62. Id. at 568.
63. Id. at 558. These same individuals constituted the faculty of the foundation. Id.
64. Id.
65. Id.
66. Id. at 559.
67. Id.
68. Id.
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did not involve students was to make a profit. 69 When students
were involved, the clinic was attempting to make a profit as well as
to educate the students.70
In determining that the Foundation should not pay income tax
on UDFI, the court applied the special rule of section 514(b)(1) as
it relates to medical clinics. 7" Noting that the substantially related
test had special meaning for medical clinics, the court indicated
that Congress had contemplated the existence of a profit motive.7 2
The court compared the case before it to revenue rulings in which
exempt hospitals had leased space in a clinic to physicians in return
for medical care in the hospital.7 3 Since the ruling did not make
actual comparisons between the time or space allotted to the
exempt functions in comparison to the non-exempt function, the
Gundersen court felt no reason to follow a different pattern.7 4 The
court ruled that more than eighty-five percent of the use of the
hospital property was for an exempt purpose.7 5 Thus, the court
ruled that the substantially related test was practically an absolute
as long as the transaction involved a medical clinic.
The Gundersen decision is not an isolated instance of treating
medical clinics with a great deal of deference. In a decision filed
under the earlier provisions of section 514, a clinic foundation with
very little showing of an exempt purpose satisfied the substantially
related test. 7 6 In Huron Clinic Foundation v. United States a group of
doctors established a foundation and a clinic.77 The clinic sold its
assets to the foundation and the foundation constructed a building
with borrowed funds to be rented to the clinic. 78 The court found
that the recitations contained in the articles of incorporation of the
clinic and foundation satisfied the substantially related test of
69. Id.
70. Id. The court noted that "[t]he exclusive purpose of the Foundation in arranging for its
students to participate [in the combined educational and profit making activities of the clinic] is to
provide programs of medical education ...
'' Id.
71. Id. at 564.
72. Id. The court stated "Isiurely Congress foresaw that many of the lessee-medical clinics
would be profit-making enterprises." Id. The court felt it "unlikely" Congress envisioned "that the
students of the lessor-educational organization would play a role, either as participants or as
observers, in every bit of the profit-making medical activity .... " Id.
73. Id. at 565. See Rev. Rul. 69-464, 1969-2 C.B. 132. The physicians discussed in the ruling
also carried on a private practice in the clinic building. 536 F. Supp. at 565.
74. 536 F. Supp. at 565. The court noted "[t]he Service found no need to determine what
portion of the total volume of medical services provided by the lessee-physicians within the leased
space" was for purpose of the exemption. Id.
75. Id. It is interesting to note that the Service had allocated only 22% of the Foundation's
activities to an exempt purpose. Id. at 560, n.2. See supra note 60.
76. Huron Clinic Found. v. United States, 212 F. Supp. 847 (D.S.D. 1962).
77. Id. at 848 n. 1, 850 n.2. The purpose of the clinic was to aid the sick and study diseases. Id. at
848 n. 1. Although the clinic appeared on paper to have many of the characteristics
espoused in Gundersen, there was no showing in Huron that the clinic was conducted for any purpose
other than making a profit. Id. at 852-53.
78. Id. at.851.
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section 514.79 Because the foundation's purpose was to promote
specialization and improve the care of the sick, the court did not
delve into any factual distinctions to determine whether the
charitable purposes were actually being fulfilled. 80 The court
concluded that the payment of a reasonable rental was sufficient to
meet the tests provided in section 514.81
The Huron and Gundersen decisions seem to have established
precedent indicating a "hands off" attitude with regard to the
activities of medical clinics. The factual differences between these
cases are significant. In Gundersen the foundation conducted an
active teaching program and provided educational services to
practicing medical professionals. The foundation and clinic
appeared to be functioning beyond the level normally found in a
large clinic setting. On the other hand, in Huron there was no
indication that the foundation was at all active. The clinic it served
could not be said to have any special functions outside those found
in many other medical clinics. Furthermore, the Huron decision
preceded the enactment of amendments to section 514 that allow
medical clinics a prima facie finding of substantial relatedness.
These decisions appear to indicate that medical clinics will almost
universally meet the substantially related test. The remainder of
this portion of the discussion centers on current letter rulings
relating to medical clinics.
In Letter Ruling 8329089 the Service found no UDFI where a
hospital constructed an office building to be leased to doctors. 82 In
this ruling, a sixty-one bed hospital had proposed the construction
of an office building with borrowed funds to be leased to members
of its medical staff.8 3 The offices were to connect to the hospital by a
79. Id. at 855. Recognizing that § 514 requires that the business use of the property have a
substantial relationship to the exempt purpose of the lessor, the court stated as follows:
The proof as to the existence of that relationship between the two organizations . . . is in the articles of incorporation of the [Foundation] defining its purpose and
in the Clinic's as it calls for promotion of specialization in the field of medicine,
combined skills and experience through the formation of the association, resulting
benefit to the public, better care of the sick, advancement of the profession and its
standards....
Id.
80. Id.
81. Id. The court stated as follows:
The injected argument that the taxpayer's providing of the building needed by the
Clinic, conferred 'substantial benefits' and that the lease therefor was not primarily
entered into for purposes within the ambit of the taxpayer's, is and must be rejected,
since the parties have agreed the rent paid was reasonable.'
Id.
82. Ltr. Rul. 8329089 (Apr. 21, 1983). Because this ruling and the others cited herein were
generated on LEXIS computer research, no page numbers are provided.
83. Id.
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covered passage. 8 4 The purpose of the construction of the offices
was to further the hospital's efficiency, to increase the utilization of
85
hospital facilities, and to improve patient care.
Relying.on Revenue Ruling 69-464,86 the Service found that a
lease to members of the hospital's medical staff satisfied the
substantially related test. 87 Section 514 provided additional support
for that conclusion. Since a medical clinic was the lessee, section
88
514 provided a flat exemption from UDFI.
Important considerations in leases to medical clinics exist. The
lease should be to members of the hospital staff only.8 9 The building
should be adjacent to the hospital. 90 Although not a prerequisite, it
may be important that the hospital make some finding in its official
9
documents of a need to have a clinic building constructed. '
Important to these considerations may be a desire to attract
physicians to the community as well as a need to have physicians
closer to the hospital itself.92 The desire to obtain admissions from
93
members of the hospital's medical staff is also significant.
It appears that the leasing of real property to a medical clinic
by an exempt organization will always meet the substantial
relationship test. Despite the broad exemption for medical
facilities, the exempt organization would be wise to show that it has
made sincere efforts to further the exempt purpose. When making a
decision to construct a clinic, the exempt should make specific
findings of a need for the construction.
B.

COLLEGES AND UNIVERSITIES

Educational institutions are another type of exempt
organization that benefit from broad interpretations of the
substantially related test. 94 Some activities conducted by
84. Id.
85. Id.
86. Rev. Rul. 69-464, 1969-2 C.B. 132. The exempt hospital in Revenue Ruling 69-464 proved
that the establishment of a clinic near the hospital increased the use of hospital facilities and
benefitted the hospital by assuring that physicians would be nearby fbr emergencies and other
hospital business. Id. The ruling concluded that "It]he leasing ofoffice space adjacent to the hospital
to members of the medical staff ... contributes importantly to the hospital functions by increasing
the hospital's efficiency, encouraging fuller utilization of its facilities, and improving the overall
quality of patient care." Id.
87. Ltr. Rul. 8329089 (Apr. 21, 1983).
88. Id.
89. See Rev. Rul 69-464, 1969-2 C.B. 132.
90. Id.
91. See Ltr. Rul. 8329089 (Apr. 21, 1983).
92. Id.
93. See Rev. Rul. 69-464, 1969-2 C.B. 132. See also supra note 86.
94. Recently§ 514 (c) (9) was amended by the Deficit Reduction Act of 1984. Deficit Reduction
Act of 1984, Pub. L. 98-369, tit. X, § 1034, 98 Stat. 1039, 1040. The statute as amended provides as
follows:

44

NORTH DAKOTA LAW REVIEW

[VOL.

61:31

universities are not necessarily within their exempt function. Other
activities seem to be such an obvious part of the educational
purpose that the issue hardly seems worthy of discussion. This
"(A) IN GENERAL - Except as provided in subparagraph (B), the term
'acquisition indebtedness' does not, for purposes of this section, include
indebtedness incurred by a qualified organization in acquiring or improving
any real property.
"(B) EXCEPTIONS. - The provisions of subparagraph (A) shall not apply in
any case in which "(i) the price for the acquisition or improvement is not a fixed
amount determined as of the date of the acquisition or the completion of
the improvement;
"(ii) the amount of any indebtedness or any other amount payable
with respect to such indebtedness, or the time for making any payment
of any such amount, is dependent, in whole or in part, upon any
revenue, income, or profits derived from such real property;
"(iii) the real property is at any time after the acquisition leased by
the qualified organization to the person selling such property to such
organization or to any person who bears a relationship described in
section 267(b) or 707(b) to such person;
"(iv) the real property is acquired by a qualified trust from, or is at
any time after the acquisition leased by such trust, to any person who "(I) bears a relationship which is described in subparagraph
(C), (E), or (G) of section 4975(e) (2) to any plan with respect to
which such trust was formed, or
"(II)
bears a relationship which is described in
subparagraph (F) or (H) of section 4975(e) (2) to any person
described in subclause (I);
"(v) any person described in clause (iii) or (iv) provides the
qualified organization with financing in connection with the acquisition
or improvement; or
"(vi) the real property is held by a partnership unless the
partnership meets the requirements of clauses (i) through (v) and unless

"(I) all of the partners of the partnership are qualified
organizations, or
"(II) each allocation to a partner of the partnership which is a
qualified organization is a qualified allocation (within the
meaning of section 1680) (9)).
For purposes of clause (vi) (I), an organization shall not be treated as a
qualified organization if any income of such organization would be
unrelated business taxable income (determined without regard to this
paragraph).
"(C)
QUALIFIED ORGANIZATION For
paragraph, the term 'qualified organization' means -

purposes

of

this

"(i)an organization described in section 170(b) (1) (A) (ii) and its
affiliated support organizations described in section 509(a); or
"(ii) any trust which constitutes a qualified trust under section 401.
"(D) OTHER PASS-THRU ENTITIES; TIERED ENTITIES. Rules similar to the rules of subparagraph (B) (vi) shall also apply in the case of
any pass-thru entity other than a partnership and in the case of tiered
partnerships and other entities."
Id. One publication explains the law as follows:
Under the bill, the present law exception to the debt-financed property rules for real
property of a qualified pension trust is extended to certain educational institutions .... This exception does not apply to any organization . . . if)l) the acquisition
price is not a fixed amount determined as of the date of acquisition, (2) the amount of'
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portion of the Article will discuss the operation of housing facilities,
the rental of offices and facilities for classes and public gatherings,
and the operation of non-academic properties. Because this author
found no cases that discussed universities, the following
presentation will focus on revenue rulings and letter rulings.
1. Housing FacilitiesOperatedby Universities
In Letter Ruling 8103060 the university requested a
determination that a housing complex subject to a mortgage did not
produce UDFI. 9 5 The exempt provided "convenient and
reasonably priced living quarters . .

.

for students, faculty, and

staff. "96 Because of a difficulty in providing housing at its campus,
the university purchased a four building apartment complex two
miles from the campus for use as student housing. 97
Contemplating the construction of on-campus housing, the
university entered into negotiations to sell the apartments to a third
party. 98 The university planned to lease the buildings from the
purchaser until completion of the new housing. 99 The purchaser
intended to sell the apartments as condominiums upon termination
of the lease.10 0 The project was subject to a mortgage that was
financed by revenue bonds. The bonds were issued to retire a first
mortgage on the property at the time the university acquired the
property and a second mortgage given to the seller to finance the
initial transaction. 101
The Service ruled that the housing complex was not debtfinanced property within the meaning of section 514.102 Because
the indebtedness, or the amount payable
or the time for making any payments, is
dependent on . . . future revenues . . . (3) if the property is leased by a qualified organization
to the seller or a person related to the seller . . . or (6) if the seller or a person related to the seller
providesfinancingin connection with the acquisition.
1984 1 2808, 1827 (1984) (emphasis
added). The effect of the amendment clearly broadens the ability of tax exempt educational
institutions to avoid UDFI. Because the text following this footnote was written prior to the 1984
amendment to S 514, some of the material may no longer be useful in arguing for a waiver of UDFI.
The waiver would be practically automatic. To the extent the seller finances the property or the
property is leased to the seller, however, the educational exempt may still need to meet the
"substantial relationship" test. For these latter cases, the discussion remains relevant.
95. Ltr. Rul. 8103060 (Oct. 21, 1980).
96. Id.
97. Id.
98. Id.
99. Id.
100. Id. The purchaser was also obligated to offer persons affiliated with the university the
option of purchasing units at the initial public offering price less a discount for costs saved by the
direct sales. Id.
101. Id. Apparently, the second mortgage was used as a down payment pending the issuance of
revenue bonds. The sale by the university was also mortgage financed. Id.
102. Id.
PRENTICE-HALL, COMPLETE GUIDE TO THE TAX REFORM ACT OF
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providing housing to students and staff was part of the university's
educational purpose, the property was substantially related to the
exempt function. Housing appears to be such an integral part of a
university's function that the need for this finding is not readily
apparent. The purpose of the letter ruling is related to the provision
of section 514 which states that the exempt has UDFI when an
acquisition indebtedness attaches to property within twelve months
of a sale.' 0 3 Since the property was sold as condominium units, the
university was concerned with UDFI in terms of the sale more than
04
from rental to students.
Letter Ruling 8103060 shows an interesting departure from
some of the earlier interpretations of section 514. Although the
ruling is silent on the issue, it appears that the sale of the
apartments would result in a gain. It also appears that revenue
bonds were available to finance the acquisition. There is no
indication that the university could not have financed new
construction. Furthermore, the plan to sell to a condominium
developer has the appearance of trading in real estate. Despite the
existence of many trappings of a commercial real estate transaction,
the Service found this transaction to be exempt. Thus, it appears
that carefully structured encroachments on UDFI will work to
avoid taxation. In structuring the transaction, the planner needs to
meet the substantially related test and be able to show that he
entered the transaction because of immediate necessity.
2. Athletic Facilities
In Letter Ruling 7823062 the Service approved the sale and
lease-back of a golf course. 105 A private organization proposed to
sell a golf course to a university. 106 The purchase price was below
market value and was fully financed. 0 7 The golf facilities were to
be part of the educational program of the university.1 08
As part of the transaction, the course was leased back on an
annual basis to the seller. 109 The lease contained renewal options
103. I.R.C. S 514(b) (1) (1982). This section provides that debt-financed property includes
property which was mortgaged within the year prior to sale even through no mortgage is on the
property at the time of sale. Id.
104. Ltr. Rul. 8103060 (Oct. 21, 1980). The Service also ruled that a single sale of the entire
complex would not constitute UBTI. If the apartments were sold singly, it appears the university
would have been engaged in an unrelated trade or business subject to income tax. Id.
105. Ltr. Rul. 7823062 (Mar. 13, 1978).
106. Id.
107. Id.
108. Id.
109. Id. Note that a lease to the seller would not meet the automatic exception to 514 adopted
by the Deficit Reduction Act of 1984. For the pertinent language ot the act, see supra, note 4. The
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47

covering five years." 0 The seller-lessee was responsible for the
operation and maintenance of the course."' The university's
students, employees, staff, faculty, administration, and their
dependents received the same privileges of club membership as the
2
members of the golf club, apparently by paying the same fee.'"
The university's golf team and golf classes were entitled to use the
facilities free of charge "as long as the instructional use [did] not
unduly burden the facilities. '""1 3 The university sought a
4
determination that the transaction would not create UDFI."1
Without giving its reasons for the decision, the Service ruled that
the golf course would not create UDFI in violation of section 514."15
The golf course was substantially related to the exempt purpose.
The "golf course" ruling provides an additional example of
the liberal interpretation given the substantially related test as it
applies to universities. The ruling specifically noted that the
instructional use of the facility would be slight. 1 6 It further appears
that the university was purchasing a "country club" for its students
and employees. Despite the limited educational use of the facility,
the Service still ruled that the golf course would be substantially
related to the exempt purpose of the institution." 7 Thus, the letter
appears to be an additional expansion of the substantially related
test.
3. Rental of Classrooms and Class Facilities
In two recent letter rulings the Service has liberalized its views
with respect to rentals of facilities between exempt organizations.
In both letters the Service retreated from its position in a 1958
revenue ruling."" The Service appears to be indicating that
educational use may permit cross-use .of facilities by organizations
that are granted exemptions under non-educational categories.
In Letter Ruling 8246006 the Service approved the leasing of
exception to § 514 allows educational tax exempt organizations to own debt-financed property
without incurring liability for UDFI.
110. Ltr. Rul. 7823062 (Mar. 13, 1978).
111. Id.
112. Id.
113. Id. This is the only reference to usage of the course for anything other than private
recreation. Id.
114. Id.
115. Id.
116. Id.
117. Id.
118. See Rev. Rul. 58-547, 1958-2 C.B. 275. The 1958 ruling concludes that the leasing of a
debt-financed building by a charitable foundation to an exempt S 501 (c)(3) organization is not
substantially related to the exempt purposes of the lessor. 1958-2 Q.B. at 276. The mere fact that
exempt organizations are involved does not indicate that the two organizations have such a unity ol
purpose as to call their activities substantially related. Id.
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mortgaged property to other exempt organizations.' 19 In the
ruling, a college leased mortgaged buildings to a church and to a
division of state government.12 0 The church used the buildings "to
develop competency in teaching, leading and living as Christians in
the contemporary world by the use of a continuing education
program.'' 1 The state used the facilities for a continuing
education program forjudges. 122
The Service concluded that leasing to a church and the state
government met the substantially related test of section 514.123 The
college's exempt purpose was not limited to educating enrolled
students. 124 The exemption included the promotion of education
for the community at large. 125 Therefore, the provision of facilities
for continuing education fell within the university's exempt
2 6
purpose and no UDFI was present. 1
In Letter Ruling 8206013 the Service found that the rental of
an auditorium owned by a music school to another educational
institution would not produce UDFI. 1 27 The auditorium was
subject to an acquisition indebtedness. 1 28 The lessee used the
29
auditorium to teach art and music classes and paid nominal rent. 1
The organizations had no connection other than the lessee-lessor
30
relationship. 1
The Service concluded that the building's use was
substantially related to the exempt purpose of the lessor. 13' Because
the exempts taught music in both instances, the rental furthered the
exempt purpose by spreading musical knowledge. 32 The fact that
students who were not registered with the lessor received musical
training was immaterial. 33 Thus, the Service determined that the
substantially related test is satisfied whenever knowledge similar to
the learning provided by the exempt-lessor is provided by the
exempt-lessee. 134
In both of the letter rulings the Service distinguished Revenue
119. Ltr. Rul. 8246006 (Oct. 30, 1982).
120. Id.
121. Id.
122. Id.
123. Id.
124. Id.
125. Id.
126. Id.
127. Ltr. Rul. 8206013 (undated). The ruling reconsidered an issue in a technical advice
memorandum datedJuly 27, 1978.
128.Id.
129. Id.
130. Id.
131. Id.
132. Id.
133. Id.
134. Id.

1985]

TAX

EXEMPT ORGANIZATIONS

Ruling 58-547, which disallowed cross-use of facilities by exempt
organizations. 135 The Service will not find a violation of the
substantially related test when the general purpose of the exempt
organization is furthered. 136 In making the distinction, the Service
appears to be ruling that the specific exempt organization satisfies
the substantially related test even though it does not further the
goals of the persons designed to directly benefit from the
exemption. 137 Thus, for exempt educational organizations, the
Service appears to be applying a broad test that recognizes the
enhancement of the entire society by any addition to knowledge.
The three areas pertaining to universities seem to indicate that
colleges and universities have broad powers in the conduct of
enterprises that, only five years ago, would have led to a finding of
UDFI. It appears the Service has taken the position that colleges
and universities may engage in a multitude of activities without
fear of creating UDFI. The theory under which the Service appears
to be operating recognizes the special function of universities. 138
Because they offer such a wide range of services to such a wide
range of people, colleges must be given great latitude in providing
those services. 139 Furthermore, it is difficult for the Service to
categorize each activity.
C.

COMMUNITY DEVELOPMENT ORGANIZATIONS

Community development organizations cover a broad range
of activities. They include chambers of commerce, historic
preservation corporations, and organizations designed to reduce
urban blight and poverty. Their activities will be discussed below.
It will become obvious that community development organizations
must adhere to more stringent standards in order to satisfy the
substantially related test.
1. Chambers of Commerce
Two revenue rulings have allowed exempt organizations
135. Rev. Rul. 58-547, 1958-2 C. 1. 275. In Revenue Rule 58-547 an exempt educational
foundation built a school building according to the specifications of an exempt nursery school. Id. at
275. In determining that the lease of the school building was not substantially related to the exempt
function of the foundation, the Service concluded that "a lease, the parties to which are both exempt
from tax . . . and which otherwise constitutes a business lease within the meaning of section 514 of
the Code, will not be considered as substantially related to the charitable, educational, etc., purposes
of the lessor solely because the lessee is likewise an exempt organization." Id. at 276.
136. See Ltr. Rul. 8246006 (Oct. 30, 1981); Ltr. Rul. 8206013 (undated).
137. Id.
138. See Thompson & Young, Taxing the Sale of Broadcast Rights to College Athletics-An Unrelated
Trade or Business, 8J. C. & UNtv. L. 331 (1981-82). The authors discuss two revenue rulings holding
that the sale of broadcast rights by universities is not UBTI. Id. at 331. They conclude by noting that
the rulings appear to base their holdings on the substantially related test without analyzing the
reasons for the holdings. Id. at 344.
139. Id. at 343-44.
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dedicated to the development of private enterprise to engage in real
estate development. 140 In Revenue Ruling 70-81 a chamber of
commerce found that its efforts to stimulate business development
were frustrated because of lack of suitable industrial sites. 14 1 The
chamber developed an industrial park and sold lots to prospective
businesses. 14 Sometimes the sales caused a loss because the
primary purpose of the activity was to attract business. 143 Because
the activity furthered the exempt purpose of improving business
conditions, the chamber's activity did not endanger its
exemption. 144
Revenue Ruling 81-138 amplified Revenue Ruling 70-81 in a
situation directly involving section 514 of the Code. 1 45 In 81-138 a
chamber of commerce constructed a shell building on donated
land. 146 The building was leased at less than market rates to attract
business. 147 The chamber entered into a lease that required
completion of the building to the lessee's satisfaction. 14 The
chamber then sought a determination of whether the lease
payments constituted UDFI.14 9 The Service determined that the
leasing activity was substantially related to the organization's
exempt purpose. 50 Its decision hinged on contributions of initial
15
capital from the community and lower than market lease rates.'
These factors indicated a true desire to attract industry rather than
a profit motive. Thus, the activities of a chamber of commerce may
be viewed as exempt when the profit motive is absent and the
chamber opens the facilities to a new industry. Therefore, a
chamber of commerce will not create UDFI even though it expands
its service activities to include the actual development of real estate.
2. Historic PreservationCorporations
In Revenue Ruling 77-47 the Service found that a corporation
committed to historic preservation had UDFI when it leased
140. Rev. Rul. 70-81, 1970-1 C.B. 131; Rev. Rul. 81-138, 1981-1 C.B. 358.
141. Rev. Rul. 70-81, 1970-1 C.B. 131.
142. Id. The chamber purchased land intended for use by utilities, railroad spurs, and access
roads. Id.
143. Id.
144. Id.
145. Rev. Rul. 81-138, 1981-1 C.B. 358, 359.
146. Id. at 358.
147. Id. at 359.
148. Id.
149. Id.
150. Id.
151. Id. The Service noted that "the leasing of the building by the organization . . . when the
project is initiallyfinanced by contributionsfrom the business community and is leased at less than fair market
value for similar facilities . . . is not an activity of a kind ordinarilv carried on for profit." Id.
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buildings. 152 An exempt organization acquired historically
significant buildings, restored them, and opened them for public
viewing, charging a small admission fee. 1 53 In some instances, the
organization acquired buildings and4 assumed outstanding
5
mortgages as part of the purchase price. 1
Some of the buildings acquired with outstanding mortgage
55
debt were leased for purposes unrelated to the exempt's purpose.1
These buildings were not open for public viewing. 1 56 The rent
charged equaled fair market value and covered the cost of
purchase, restoration, and maintenance. 157 The leases all contained
restrictive convenants that required the lessee to maintain the
58
historical integrity of the buildings. 1
The Service determined that the leasing of the buildings
constituted UDFI. 59 Because the leasing did not accommodate or
encourage viewing by the general public, the activity merely served
to generate income. 160 Thus, the substantially related test was not
satisfied. 161
In a subsequent letter ruling the Service permitted the leasing
of preserved buildings. 6 2 In this letter, an exempt organization
committed to the restoration of an historic area required lessees to
preserve the Spanish Colonial architecture of the area. 63 The area
contained shops, restaurants, and professional offices.' 64 The
organization would not rent to businesses that were unrelated to the
historic character of the area. 16 5 On some occasions the exempt
leased buildings at below market rates in order to attract
appropriate businesses. 66 Although the leased buildings were
subject to a mortgage, the exempt did not assume the
67
indebtedness.
(emphasis added). Although not a basis for the ruling, it is interesting to note that one of the reasons
for enacting the UBTI provision was to prevent competition by exempt organizations with private
industry. Seesupra note 8 and accompanying text. Therefore, the participation of private enterprise in
the venture may have made it an easier pill for the Service to swallow.
152. Rev. Rul. 77-47, 1977-1 C.B. 156.
153. Id. at 157. The Service noted that this activity was closely akin to the conduct of a museum
and fulfilled the exempt purpose. Id.
154. Id.
155. Id.
156. Id.
157. Id.
158. Id.
159. Id.
160. Id.
161. Id.
162. See Ltr. Rul. 8321133 (undated).
163. Id.
164. Id.
165. Id.
166. Id.
167. Id.

NORTH DAKOTA LAW REVIEW

[VOL. 61:"31

The Service distinguished Revenue Ruling 77-47. 168 The
organization in 77-47 did not lease for purposes consistent with the
exemption. 169 In the letter ruling the organization was attempting
to restore an historical business district. Its leasing activities were
consistent with that purpose. In addition, the buildings were open
to the public due to the fact that commercial enterprises were
leasing the premises. Thus, the historic area indirectly served the
restorational purpose.
From these two rulingg, it appears an historic preservation
organization may meet the substantially related -test as long as
rentals are designed to assure public access to the leased buildings.
The access does not have to be in a museum setting if the public has
a relatively free right to use the facilities. The organization does not
have to charge lower than market lease rates, but it should be
willing to do so in order to attract appropriate tenants.
3. Urban Development and Employment
Two recent letter rulings have established support for the
proposition that organizations may conduct retail businesses
designed to improve run down neighborhoods or generate
employment. Both exempts purchased shopping malls and
proposed to lease them. The Service did not find UDFI in either
instance.
In Letter Ruling 8301091 an organization designed to improve
native American economic and educational opportunities proposed
to build a shopping center. 170 Local businesses locating in the
center promised to train and hire native Americans. 7 ' Lease
payments represented fair market value. 172 The center was to be
debt-financed. 173
The Service found that the leasing of space in a shopping
center was substantially related to the exempt purpose of the
organization. 174 The Service concluded that operation of a mall was
within that purpose.

175

In Letter Ruling 8321148 the Service permitted an exempt
168. Id. See Rev. Rul. 77-47, 1977-1 C.B. 156; see supra text accompanying notes 155-64.
169. Rev. Rul. 77-47, 1977-1 C.B. 156-57.
170. Ltr. Rul. 8301091 (Oct. 6, 1982).
171. Id.
172. Id.
173. Id.
174. Id.The organization's purpose included "improving the economic and social environment
of the local Indian community by developing programs for established businesses to locate facilities"
to offer employment. Id.
175. Id.
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organization to participate as a limited partner in a shopping center
renovation project. 17 6 The center was located in a high density
urban area populated primarily by minorities.' 7 7 The exempt's
purpose was to help revitalize the area.1 18 Because the project was
within the exempt's function, the Service found that the project was
substantially related to the exempt purpose and UDFI would not
exist. 179
The foregoing rulings seem to indicate a departure from the
factual basis of an earlier ruling. 180 Previously the Service had
found no violation of the substantially related test when
organizations took an inactive part in the creation or support of
businesses. In the recent rulings the Service appears to support
active ownership of businesses in economically depressed areas.
The rental may even approach current market rates. There seems
to be no concern that the businesses are private enterprises. As long
as the businesses provide jobs or clean up urban areas, the Service
will find that a substantial relationship exists.
V. CONCLUSION
The Internal Revenue Service appears to be making
significant departures from Clay Brown. The activities the Service
now approves tend to include activities in direct competition with
private industry. The Service appears willing to ignore activities
that have elements of the sale and lease-back criticized in Clay
Brown. There appears to be no concern for activities in which rental
income produces a profit over and above the needs of the
organization. Furthermore, the Service does not seem to give
serious consideration to the meaning of the term "substantially
related."
These departures suggest that an exempt organization can
meet the substantially related test with less effort than was required
five years ago. The exempt must demonstrate that a proposed
activity has some relationship to its exemption. The Service does
not appear concerned with whether the activity could also be
accomplished by another private enterprise. In applying the
substantial relationship test, little analysis of the true need for an
176. Ltr. Rul. 8321148 (Feb. 28, 1983).
177. Id.
178. Id.
179. Id.
180. See Rev. Rul. 74-587, 1974-2 CB. 162. In that ruling the Service approved an exempt
organization's practice of granting low cost loans to businesses that located in economically
depressed areas. Some of the assistance was in the form ofa purchase ofan "equity" interest. Id.
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activity seems to take place. Activities that appear unrelated to the
exemption appear to meet the approval of the Service. Thus, the
fear that section 514 sent through exempt organizations seems to
have dissipated. Careful planning will avoid any possibility of
UDFI.

